BURLI NGTON RESOURCES A L AND GAS Q0
| BLA 97-55 Deci ded Novenber 20, 1998

Appeal froma decision of the New Mexico Sate Gfice, Bureau of Land
Managenent, af firmng a deci sion by the Farnington Resource Area ordering
Burlington Resources Q| and Gas Gonpany to drill two diligence wells on
Jicarilla Tribal QI and Gas Lease ntract No. 117. SR 97-02.

Afirned.

1. Indians: Mneral Resources: Q| and Gas: Tribal Lands--Ql
and Gas Leases: Generally

Uhder 43 CF. R 88 3161.2 and 3162.2(c), the Bureau of
Land Managenent nay require the operating rights owner
to pronptly drill and produce a well when it deternm nes
such a well is reasonably required in order that the

| ease nay be properly and tinely devel oped and produced
i n accordance wth good economc practi ces.

2. Indians: Mneral Resources: Q| and Gas: Tribal Lands--
Q| and Gas Leases: Generally

Under the prudent operator rule, a lessee is held to
act in a manner whi ch woul d be reasonabl y expected of
operators of ordinary prudence, having regard to the
interests of both | essor and | essee. Inportant factors
in determning whether the | essee has diligently

devel oped the lease is the price of gas at any tine it
is clained additional wells should have been drilled
and the geol ogic information avail abl e on whi ch to base
a reasoned decision as to whether drilling at any
particular location wll result in awell producing in
payi hg quantiti es.
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3. Admini strative Procedure: Administrative Record--
Admini strative Procedure: Administrative Revi ew -
Appeal s: General | y--Rul es of Practice: Appeal s:
General |y

An administrative decision is properly affirned if the
case record indicates the | essee operator could drill
diligence wells on the | ease and receive a rate of
return consistent wth the criteria for economc
operations set forth in IM89-12 Change 2.

APPEARANCES Marla J. Wllians, Esq., Edward E Abels, Jr., Esqg., Denver,
ol orado, for Appellant; Gant L. Vaughn, Esq., Gfice of the Solicitor,
US Departnent of the Interior, Santa Fe, New Mgxi co, for the Bureau of
Land Managenent .

(PN ON BY ADM N STRATI VE JUDEE THRRY

Burlington Resources Q| and Gas Gonpany (Burlington or Appellant) 1/
has appeal ed the Novenber 1, 1996, Decision (Decision) of the Deputy Sate
Drector, Resource P anning, Wse and Protection, New Mexi co Sate Gfi ce,
Bureau of Land Managenent (BLM, uphol ding the Septenber 9, 1996, Q der
(Qder) of BLMs Farmngton Dstrict Gfice (FDO requiring that Burlington
commence preparations to drill two diligence wells, one into the R ctured
Qiffs formation and the other into the Gal | up/ Dakota fornati on on
Jicarilla Tribal QI and Gas Lease Gontract No. 117 (Gontract 117), no
| ater than Decenber 4, 1996. The Board granted a stay of this Order on
Decenber 3, 1996. Appel | ant seeks rescission of the BLM O der.

h April 28, 1995, Appellant was notified by letter fromFDQ BLM
regarding the need for additional devel opnent of CGontract 117 in secs. 27,
28, 33, and 34, T. 26 N, R 3 W, New Mexico Principal Meridian, Ro
Arriba Gounty, New Mexico. The lands within Gontract 117 overlie the
Pictured Qiffs, Mesa Verde, Fuitland Goal and Gal | up/ Dakot a geol ogi ¢
formations. 1 June 30, 1995, Appellant responded to BLMthat it intended
todrill a coormngled Pictured diffs/Msaverde well and that funding for
this effort would be included inits 1996 budget. O January 9, 1996,
Burlington filed an Application for Permt to Drill the Jicarilla 117E No.
7TAwel|l to be conpleted wthinthe Fctured Qiffs formation in conpliance
wth the diligence review Subsequently, on February 28, 1996, Appel | ant
notified FDOthat the economcs of drilling well No. 7A had changed and
that the proposed wel | was now uneconom ¢ based on 1996 pri ci ng
assunpt i ons.

h March 22, 1996, Appellant's representatives net wth personnel of
the FDOto discuss the economics of the further devel opnent of CGontract
117. O March 27, 1996, the FDO advi sed Appel lant by | etter that

1 Fornerly Meridian Q1 Gonpany.
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BLM concl uded it would still be economical to devel op both fornati ons on
the lease. In aletter dated April 2, 1996, acconpani ed by naps, tables
and an expl anation of its economic position, Burlington again requested
that BLMgrant a deferral of devel opnent of the Fictured Qiffs fornation
inthe SE/4of sec. 28. The case file reflects that Appel |l ant was advi sed
by FDOtel ephonically on April 22, 1996, that a reviewof the April 2,
1996, data provided by Appel | ant showed that the proposed wel | woul d be
economc under BLMdiligence criteria. In aletter dated April 24, 1996,
fromBurlington to Shyder Ql, the reputed assignee of drilling rights in
the E2sec. 34, Appel l ant asked, wthout apparent effect, the assignee to
respond directly to FDO concerni ng devel opnent of the Gal |l up/ Dakota in the
E/Xsec. 34. The Septenber 9, 1996, Qder to Appel lant to commence

devel opnent in the Pictured Qiffs and the Gal | up/ Dakota formati ons by
Decenber 4, 1996, foll owed.

Inits Letter requesting Sate Drector's Review (Letter) dated
Cctober 7, 1996, Appell ant asked the Sate Drector to rescind the
Septentber 9 O der, because "the FDO has not denonstrated that a devel opnent
well isrequired.” (Letter at 3.) Appellant argued that it is only
required to drill an additional devel opnent well if a prudent operator
woul d do so and Appel lant clained that its unrefuted geol ogi c and econom c
anal ysis shows that drilling a devel opnent wel | woul d not be a prudent
investnent at this tine. Id. Appellant's other argunents urging
resci ssion of the Oder were as fol |l ows:

The FDO O der shoul d be resci nded because it threatens
Burlington wth a renedy for non-conpliance that is
i nperm ssible, would violate the Lease terns and i s too vague to
permt infornmed anal ysis by Burlington.

The FDO O der shoul d be resci nded because it fails to to
give notice to Shyder QI as operator of that part of the |ease
covering the El/2 of Section 34 fromthe surface to the base of
t he Dakot a.

The FDO Q der shoul d be suspended pendi ng final resol ution
because failure to do so would result inirreparable harmto
Burlington--the threatened forfeiture of portions of the Lease if
Burlington does not commence a wel |l before Decenber 4th. Hther
out cone woul d render Burlington's appeal rights neaningl ess.
Mbreover, this is not a drainage situation or other situation
where reserves are being | ost to adj acent operations.

Id.

Inits Response (Response) to Appel lant's Letter before the Sate
Drector, FDOurged that the operator's failure to continue devel opnent of
the | ease while oil and gas can be secured in paying quantities is a clear
violation of Paragraph 3(f) of the Lease Agreenent. (Response at 2.) The
Dstrict Gfice stated that, while Appellant clains that Gontract 117
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is well-devel oped wth well conpletions in 21 separate zones, 62

conpl etions would be required to fully devel op all the productive
formations in the Gontract (excluding geol ogi ¢ and econom c
considerations). Thus, FDOclains that only about one-third of the
ontract has been devel oped. 1d. The Dstrict Gfice al so disputes

Appel lant's claimthat BLMfailed to present any data at the March 22,
1996, neeting, claimng that BLMpresented five separate econonic anal yses
for consideration. Id.

Inits Response, FDO nade clear that the real dispute lies in the
difference in the rate of return considered economca by BLMand t hat
which is acceptable to Appellant, in light of the risks involved in
drilling. The Farmington office urged that a rate of return which neets or
exceeds the di scount factor (approxi nately 10 percent) is considered
economcal, while Appellant clains that its internal guidelines require a
25-percent rate of return. (Response at 3.)

The Novenber 1, 1996, Decision of the Deputy Sate Drector, affirmng
the Oder of FDQ held that:

Lease Jic-117 is not diligently devel oped in the Fictured Qiffs
fornmati on. Unhdevel oped portions of the lease for this fornation
include the El/2 section 27, the NA/4 and SEL/ 4 section 28, and
the NI/ 2 section 34, T. 26 N, R3 W, NWM Lease Jic-117 is
not diligently devel oped in the Gal | up/ Dakota [f]ornation.
Undevel oped portions of the lease for this fornation include the
WL/ 2 section 27, and all of sections 28, 33, and 34, T. 26 N, R
3 W, N\PM The order to commence diligent devel opnent of the

| ease i s hereby upheld. Any request for needed extensions of the
deadl i ne i nposed by the order nust be made to the AOin the
Farmngton Dstrict Gfice.

(Decision at 7.)

Inits Satenent of Reasons (SOR) for appeal to the Board, Appellant
states "the only issue invol ved herein is whether the | ease i s being
diligently developed.” (SCRat 1.) Appellant urges on appeal that
Burlington, acting as a prudent operator, has determined that the drilling
of the well inthe Fctured Aiffs fornati on woul d be uneconom c based on
its standard economic evaluation. (SCRat 7.) Burlington clains that it
furni shed FDOw th geol ogi ¢ and econom c anal yses and data supporting
Appel l ant' s concl usi on that payout of the proposed Fictured diffs well
woul d take nore than 14 years at a rate of return of far less than
Burlington's mninumeconomc criteria of 25 percent. 1d. Appellant
clains even this "is a far, far cry fromthe econonc paraneters
acknow edged by the court in Jicarilla v. Supron [479 F. Supp. 536 (N Mx.
1979), aff'd 728 F.2d 1555 (10th A r 1984), dissent adopted en banc, 782
F.2d 855, nodified, 793 F.2d 1171, cert denied, 479 US 470 (1986)], of a
three to one return wthin three to four years.” (SRat 8.) Appellant
clains the issue in Jicarilla v. Supron, as in this case, is whether the
drilling of additional wells to
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recover the reserves is economcally justifiable in the judgenent of the
prudent operator considering his own financial well-being in addition to
that of his lessor. Id.

Inits SR Appellant explains why it views the economc criteria and
assunptions used by BLMin its economc eval uation to be unrealistic.

Economc eval uation of oil and gas devel opnent projects is
relatively sinple in theory. The capital investnent required is
neasur ed agai nst the expected net incone fromthe project.
Athough the capital investnent is a relatively straightforward
estimate of up-front project costs, determination of the expected
net incone is a difficult and subjective process requiring
assunptions regarding future oil and gas prices, production
rates, recoverabl e reserves and expenses. Appropriate risk
factors al so nust be nust be used in cal cul ati ng expected net
i ncone to account for reserve risk and nechani cal risk since even
devel oprment wel I's include varying degrees of risk that the
reserves wll not be present in the anticipated amounts or that
nechani cal probl ens may occur in drilling or producing the well.

In order for this to be an "appl es to appl es" conpari son,
both the capital investnent and the net incone are discounted to
present val ue before conparison. This requires use of an
appropriate di scount factor, usually expressed as a percent age
whi ch approxi mates the average cost of capital for such projects.

The percentage anount, if any, by which the present val ue of the
expect ed net incone exceeds the present val ue of the capital
investnent is called the rate of return ("RIR'). Al oil and gas
conpani es have an establ i shed mninumROR often referred to as
the "hurdl e rate," bel owwhich a project is considered
uneconom C.

The ROR used by BLMis unrealistic and far bel owthe RIR
used by prudent operators. * * * Burlington uses a 25% RIR as its
hurdle rate, whichisinline wth the hurdl e rate used by ot her
prudent oil and gas operators and is far less than the "3 to 1
return on investnent” cited by the Gourt in Jicarilla v. Supron
as reasonabl e. This does not nean that Burlington wll nake 25%
return on every project, but only that it hopes to nake a 25%
return on a successful project if all of its assunptions on
pricing, expenses, etc. were correct. Indeed, any person wlling
to encounter the risk of drilling oil and gas wells for a 10%
rate of return on his capital would not be in business long. A
few unsuccessful projects woul d quickly di mnish the overall RR
in such case to nuch | ower or even negative returns.

Mbreover, BLMis apparently not including appropriate risk
factors in its economc cal cul ations. As previously discussed,
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appropriate risk factors are used by prudent operators to account
for reserve risks and nechani cal risks.

Fnally and nost inportantly, BLMmsses the point. Wat

BLMdecl ares by fiat to be economcal is not controlling; rather,
it is what a prudent operator woul d deemto be econom cal that
nmatters. This is only common sense. It is the |essee, not BLMor
the | essor, who bears 100%of the risk and costs of a project.
As previously noted by the court in Jicarilla v. Supron, the
operator is entitled to be conservative inits eval uation and
shoul d be given deference in determning whether a project is
econom C.

(SR at 8-10.)

Inits Answer, BLMagain urges that the reasonabl e profit (10 percent)
as defined in Instruction Menorandum (1M 89-12 Change 2 is both reasonabl e
and realistic. (Answer at 7.) BLMexplains that since BLMs nmini numrate
of return guidelines are based on an economc indicator (the 10-year
Governnent Bond yield plus 3.38 percent to account for the tine val ue of
noney, inflation and perceived risk), the reasonable rate of return
fluctuates as the econony changes. |d. BLMstates that in 1995 a 10-
percent rate of return was nuch higher than the returns on fixed nortgage
| oans, savings accounts, bonds, and nany other types of investnents. 1d.
It further clains that a 25-percent rate of return could only be expected
for "extrenely high risk" ventures such as risky stocks in the stock
narket. 1d. FHnally, BLMargues that disputing whether a 10-percent rate
of return is reasonable or not "is of no benefit when economc anal yses
indicate a rate of return exceeding 30%for both formations.” 2/ 1d.

Inits Reply to BLMs Answer, Appellant reiterates that the only issue
indispute is whether Burlington's economic anal ysis was so erroneous as to
violate the prudent operator standard articulated in Jicarilla v. Supron,
supra. (Reply at 5.) Appellant clains BLMignores the findi ngs of the
Qourt in Jicarillaregarding the rate of return a prudent operator m ght
expect indrilling a devel opnent wel |l and enpl oys, instead, its own
arbitrary and unrealistic criteria. 1d. Appellant states that Burlington
is not in the business of investing in bonds or T-bills—t is in the oil
and gas business, wth all of the attendant risks. 1d. Appellant restates
its clains that Burlington's criteria of a mninumrate of return of 25
percent is far less than the three-to-one return on investnent in 3 to 4
years cited by the court in Jicarilla as reasonable. I1d. Fnaly,

Appel | ant states that there is no evidence that either of the proposed
well's could return 30 percent as BLMs clains and that this figure cones
fromBLMs

2/ ¢ are unpersuaded by this BLMclai mof a 30-percent return as it
reflects only the best case scenario, rather than a weighted val ue in the
Aries programused by both Appel | ant and BLMwhi ch consi ders best case,

| onest case, average case and dry hol e scenari os.
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use of the best case scenario wthout properly weighing it with the worst
case, average case and dry hol e scenarios in the conputer nodel. (Reply at
3.)

[1] Departnental regul ations provide that, after notice in witing,
the operating rights ower shall pronptly drill and produce wells
reasonably required in order that the | ease nay be properly and tinely
devel oped and produced i n accordance wth good economc practices. The
appl i cabl e regul ations governing a diligence well provide as foll ows:

The aut horized officer is authorized and directed to * * *

provi de technical information and advice relative to oil and gas
devel opnent on Federal and Indian lands * * * require conpliance
wth |ease terns, wth the regulations inthis title and all

ot her applicabl e regul ati ons promul gated under the cited | awns;
and to require that all operations be conducted in a manner whi ch
* * * results in the naxi numul ti mate recovery of oil and gas
wth mninumwaste. * * * The authorized of ficer nay issue
witten or oral orders to govern specific | ease operations.

43 CF.R §3161.2. The regulations al so provide: "After notice in
witing, the operating rights owner shall pronptly drill and produce such
other wells as the authorized officer may reasonably require in order that
the | ease nay be properly and tinely devel oped and produced i n accor dance
w th good economic operating practices.”" 43 CF.R § 3162.2(c).

In addition, Gontract 117 provides that, if the | essee el ects not to
drill and produce wells other than those necessary to protect the | eased
land fromdrai nage, "the Secretary of the Interior nay, wthin 10 days
after due notice inwiting, * * * require the drilling and production of
such well s to the nuniber necessary, in his opinion, to |nsure r easonabl e
diligence in the devel opnent and operation of the property.” (Qontract
117, Paragraph 3(b)(3).) The lease also requires the | essee "[t]o exercise
reasonabl e diligence in drilling and operating wells for oil and gas * * *
whi | e such products can be secured in paying quantities.” (ontract 117,
Par agraph 3(f).)

A predicate to the Board s determnation of this appeal is the
determination of whether Burlington is the operating rights ower of E%
sec. 34, the area in which the Gal | up/ Dakota diligence well is to be
drilled. This issue was rai sed by Appellant before BLMand inits S(R
addressed by BLMin its Answer, but not nentioned by Appellant inits
Reply. See SCORat 12, Answer at 3. This is a significant issue because if
there was an operator for the E/2sec. 34 other than Burlington, the record
does not reflect that the required notice was provided. The regul ation at
43 CF.R 8§ 3162.2(c) expressly provides that "after notice in witing, the
operating rights ower” shall pronptly drill devel opnent wells as directed
by the authorized officer. Smlarly, the Designation of (perator form
(quoted in BLMs Answer) expressly provides that "[i]n the case of default
on the part
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of the designated operator, the | essee will nmake full and pronpt conpliance
wth all regulations, |ease terns, or order of the Secretary of the
Interior or his representative.” (Answer at 3.)

Burlington clained Shyder Q| Gorporation had the operating rights to
E/2sec. 34 in correspondence wth FDOin My 1995, after having recei ved
the BLMdiligence demand |l etter. (My 24, 1995, Letter fromVan Goebel,
Burlington Resources, to Duane W Spencer, FDQ) Subsequently, inits SR
Appel ant cl ai ned that "ol unbus and Hiugoton, as owners of operating rights
inthat part of the Lease, shoul d be given the opportunity to protect their
rights.” (SRat 12.) Inits Axswer, BLMnotes that there is no record of
Hugot on i nvol venent in Gontract 117, a matter whi ch woul d require approval
by the Jicarilla Tribal Gouncil. (Answer at 3.) In addition, BLM provides
copies of letters as attachments to its Answer which reflect that ol unbus
Energy Qorporation had its designation of operator for E/4sec. 34 resci nded
at Burlington's request in 1987. (Attachnent 6 to Answer (Van Goebel ,
Burlington, Letter to FDO dated June 6, 1987.)) A subsequent designation
of H xon Devel opnent Gonpany as operator for NE/asec. 27, was accepted for
record by BLMon June 9, 1987. (Attachnent 7 to Answer.) Appellant has
provi ded no evi dence of a subsequent reassignment of the operating rights
to BE/2sec. 34 and no docunentary evidence in the file reflects a subsequent
assignnent of the operating rights. Ve thus conclude that Burlington is
both the | essee and operating rights owner of the | and enconpassed by E/
sec. 34.

[2] The prudent operator rule is applicable to Indian | eases,
including BLMorders to drill awell in order to diligently devel op a
lease. Cowden Q| and Gas Properties, 126 I BLA 32, 43 (1993); Nola Gace
Ptasynski, 63 IBLA 240, 252, 89 |.D 208, 215 (1982). The BLM Manual
provides that "an economc wel|l determnation wll be conducted to
determine if a prudent operator can drill an offset well in the spacing
unit being evaluated.” BLMMnual 3160-16, Indian DOligent Devel opnent,
Rel . 3-274 (Dec. 3, 1991), Appendix 3, Page 2, Paragraph 2, "Economc V¢l |
Determnation (Prudent Qperator Rule)." The BLM Manual defines the prudent
operator rule as: "[I]n order for a well to be economic, it nust be
determned that it can produce a sufficient quantity of oil or gas to pay
reasonabl e profit to the | essee over and above the cost of drilling and
operating the well." BLMMnual 3160-16, Indian O ligent Devel opnent, Rel.
3-274 (Dec. 3, 1991), Qossary of Terns, Page 2. See Nola Gace Pasynski,
63 IBLA at 247, 89 1.D at 212.

"The prudent operator rule is, in essence, alimtation on the
general Iy recogni zed inplied duties of a holder of an oil and gas | ease * *
*.  The conceptual basis of the prudent operator rule lies in the fact that
oil and gas | eases are busi ness arrangenents entered into wth an
expectation of financial gain on both sides.” Ndola Gace Ptasynski, 63
IBLAat 248, 89 |.D at 212. "If the recoverable oil underlying the | and *
* * isinsufficient to support the cost of recovery, no intelligent
| andowner woul d nake out - of - pocket expenditures to drill awell. * * * A
| essee
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shoul d not be obligated to pursue a course of economc folly which a
prudent owner would forego.” Nola Gace Ptasynski, 63 IBLAat 251, 89 1.D
at 214-215. The prudent operator's obligation was described by then-
drcuit Judge WIlis Van Devanter in Brewster v. Lanyon Zinc (., 140 F.
801 (8th dr. 1905):

No obligation rests on [the | essee] to carry the operations
beyond the point where they wll be profitable to him even if
sone benefit to the lessor wll result fromthem * * * \Mat ever,
in the circunstances, woul d be reasonabl y expected of operators
of ordinary prudence, having regard to the interests of both

| essor and | essee, is what is required.

Id. at 814. Thus, if Burlington cannot nake a reasonabl e profit over and
above the cost of drilling and operating the proposed diligence wells, it
shoul d not be required to drill the wells.

Appel  ant contends that it provided the FDOw th significant data on
March 22 and April 2, 1996. It states:

Burlington, acting as a prudent operator, has deternined
that the drilling of the PCwell in dispute woul d be uneconom c
based on its standard economic eval uation. Burlington furnished
the FDOw th geol ogi c and econom ¢ anal yses and data supporting
Burlington's conclusion that payout of the proposed PCwell in
the area the FDOidentified as the nost prospective woul d take
nore than 14 years at a rate of return of far |ess than
Burlington's minimumeconomc criteria of 25% This is a far,
far cry fromthe economc paraneters acknow edged by the court in
Jicarilla v. Supron of a three to one return within three to four
years.

(SR at 7-8.)

Snmlarly, Appellant clains the geol ogi c data and econonmic anal yses
for the Gal | up/ Dakota fornati on woul d not support drilling a well at this
tine. It cites the affidavit of Todd Mushovic, Reservoir Engineer |1, of
Burlington Resources Q1 and Gas Gonpany. Mishovi c st at es:

Based upon Burlington's reservoir, geol ogical and other data and
information regardi ng the Lease which | have reviewed, it is ny
opinion, and that of Burlington as well, that the economcs of
devel opi ng the best Gl | up/ Dakota potential on the Lease are | ess
favorabl e than the economcs of devel opnent of the best A ctured
AQiffs potential on the Lease. onsequently, since the attached
summary sheets indicate that devel opnent of the Fictured Qiffs
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potential on the Lease is not economc using Burlington's
standard economic criteria, devel opnent of the Gal | up/ Dakot a
formation on the Lease woul d al so be uneconom c.

(Appel lant's Reply, Exhibit Aat A2 ) Burlington Resources offers an
overal | project summary whi ch adds the probability-wei ghted revenue and
expense nunbers for best possible case, |owest possible case, average

possi bl e case and dry hol e possibility to arrive at the overal |l project
economcs. onsequently, fromthe economc summary, the Fictured Qiffs
well in question would yield a 9.69-percent rate of return at $1. 18/ M- gas
prices and $15.72 percent rate of return at $1.50/ MJF gas prices, both of
whi ch, Appellant clains, fall far belowBurlington's mnimumcriteria of 25
percent and even further belowthe criteria enpl oyed by the Gourt in
Jicarilla v. Supron, supra. Appellant further urges that a well drilled in
the Gal | up/ Dakota fornation woul d not be as productive as the figures cited
for the Actured Aiffs formation. (Reply at 3.)

[3] Ve are not persuaded by Appellant's argunent. An administrative
decision ordering the drilling of two diligence wells is properly affirned
if the case record indicates, after a review of the geol ogy, engineering
anal ysis, and the economc risks, that the | essee-operator woul d |ikely
exceed the rate of return established in BLMDrective | M89-12 Change 2.
BLMs mninumrate of return guidelines are based on an econonic i ndi cat or
(the 10-year Governnent Bond yield plus 3.38 percent to account for the
tine val ue of noney, inflation and perceived risk), and as a result, the
rate of return fluctuates as the econony changes. That rate is presently
approxi mately 10 percent. Appellant argues that the rate established in IM
89-12 Change 2 shoul d not apply here because that rate does not satisfy the
internal rate of return requirenents Burlington has set for any comnmtnent
to drill as a prudent operator.

Ve find that it is not Burlington's internal constraints, but | M89-12
Change 2, that governs. Section 32 of the Mneral Leasing Act, 30 US C §
189 (1994), authori zes the Secretary "to prescribe necessary and proper
rules and regul ations" and to take other actions he deens necessary to
carry out the purposes of the Act. See Goastal States Energy G., 110 IBLA
179, 182 (1989); \eol a and Aaron Rasnussen, 109 I BLA 106 (1989). As noted
above the appl i cable regul ations governing the diligence obligation, 43
CF R 88 3161.2 and 3162.2(c), provide that the authorized officer is
authori zed and directed to require conpliance wth |l ease terns, to require
that all operations be conducted in a nanner which results in the naxi num
ultinate recovery of oil and gas with mni numwaste, and is authorized to
issue witten or oral orders to an operator to pronptly drill and produce
such other wells as the authorized of ficer nay reasonably require in order
that the I ease nay be properly and tinely devel oped and produced in
accordance wth good economc operating practices. Duly promul gated
regul ati ons have the force and effect of |aw and are binding on the
Departnent. Veol a and Aaron Rasnussen, supra; Véstern S ope Garbon, Inc.,
98 IBLA 198 (1987). See al so GeoResources, Inc., 107 IBLA 311, 96 I.D 77
(1989).
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In addition, as we noted above, Gontract 117 clearly pl aced Appel | ant
on notice concerning its diligence requirenents. The Gontract provides
that if the | essee elects not to drill and produce wells other than those
necessary to protect the leased |and fromdrai nage, "the Secretary of the
Interior may, within 10 days after due notice inwiting, * * * require the
drilling and production of such wells to the nunber necessary, in his
opinion, to |nsure reasonabl e diligence in the devel opnent and operation of
the property.” (QGontract 117, Paragraph 3(b)(3).) The |ease al so requires
the | essee "[t] 0 exercise reasonabl e di | i gence in drilling and operating
wells for oil and gas * * * while such products can be secured i n payi ng
quantities.” (Qontract 117, Paragraph 3(f).)

In the present case, the expected rate of return fromboth prospective
wel I's, after considering the wei ghted averages conputed for risk using the
Aries program and conputing a drilling cost of $343,000 per well, woul d be
in the range of 10 percent-15 percent, dependi ng on whether the price of
gas is closer to $1.13 MF or $1.50 MF at the tine of production. This is
wthin the paraneters established by Departnental DOrective | M89-12 Change
2.

Fnally, we address Appellant's reliance on the ruling in Jicarilla v.
Supron, supra, and find the case to be inapposite. In that case, unlike
the present scenario, the reservoir underlying the |l ease wthin the Gl up
fornmati on was al ready bei ng drai ned by existing wells, and thus a slightly
i ncreased production rate on the | ease at the cost of a newwell woul d not
have been a prudent act under the circunstances. See Jicarilla v. Supron,
supra, at 545.

In this case, Appellant has a significant option it can exercise. If
Burlington determnes that, despite the fact that | M89-12 Change 2
requirenents are net, its internal drilling paraneters are not satisfi ed,
it may choose to relinquish that part of the |ease that it believes nay not
neet those paraneters and that it does not plan to diligently devel op under
the criteria established by IM89-12 Change 2. Appel | ant indicates,
however, that it does not choose to relinquish any part of Gontract 117.

Therefore, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF.R 8§ 4.1, the Novenber 1,
1996, Decision of the New Mexi co Deputy Sate Drector is affirned.

Janes P. Terry
Admini strative Judge

| concur:

Janmes M Burski
Admini strative Judge
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